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INSPECTOR GENERAL
DEPARTMENT OF DEFENSE
400 ARMY NAVY DRIVE
ARLINGTON, VIRGINIA 22202-2884

April 10, 1997

MEMORANDUM FOR UNDER SECRETARY OF DEFENSE (COMPTROLLER)
AND CHIEF FINANCIAL OFFICER
DIRECTOR, DEFENSE FINANCE AND ACCOUNTING
SERVICE

SUBJECT: Audit Report on Inspector General, DoD, Oversight of the Army Audit
Agency Audit of the U.S. Army Corps of Engineers, Civil Works Program,
FY 1996 Financial Statements (Report No. 97-125)

We are providing this audit report for your information and use and for transmittal
to the Director, Office of Management and Budget. It includes our endorsement of the
Army Audit Agency (AAA) disclaimer of opinion on the U.S. Army Corps of Engineers,
Civil Works Program, FY 1996 financial statements, along with the AAA report, “FY 96
Financial Statements: U.S. Army Corps of Engineers, Civil Works.” An audit of the
U.S. Army Corps of Engineers, Civil Works Program, financial statements is required by
the Chief Financial Officers Act of 1990, as amended by the Federal Financial
Management Act of 1994. Since this report contains no recommendations, comments are
not required.

We appreciate the courtesies extended to the audit staff. Questions on the audit
should be directed to Mr. Richard B. Bird, Audit Program Director, at (703) 604-9145
(DSN 664-9145; e-mail rbird@DODIG.0OSD.MIL), or Mr. John J. Vietor, Audit Project
Manager, at (317) 542-3855 (DSN 699-3855; e-mail jvietor@DODIG.OSD.MIL). See
Appendix D for the report distribution. The audit team members are listed inside the

back cover.
Robert 5 Lieberman

Assistant Inspector General
for Auditing



Office of the Inspector General, Department of Defense

Report No. 97-125 April 10, 1997
(Project No. 6FI-2022.01)

Inspector General, DoD, Oversight of the Army Audit
Agency Audit of the U.S. Army Corps of Engineers, Civil
Works Program, FY 1996 Financial Statements

Executive Summary

Introduction. The Chief Financial Officers Act of 1990, as amended by the Federal
Financial Management Act of 1994, requires an audit of the U.S. Army Corps of
Engineers, Civil Works Program, financial statements. We delegated the audit of the
FY 1996 U.S. Army Corps of Engineers, Civil Works Program, financial statements to
the Army Audit Agency on May 17, 1996. This report provides our endorsement of
the Army Audit Agency disclaimer of opinion on the U.S. Army Corps of Engineers,
Civil Works Program, FY 1996, financial statements, along with the Army Audit
Agency report, “FY 96 Financial Statements: U.S. Army Corps of Engineers, Civil
Works.”

Audit Objective. The audit objective was to determine the accuracy and completeness
of the audit of the U.S. Army Corps of Engineers, Civil Works Program, FY 1996,
financial statements conducted by the Army Audit Agency. See Appendix C for a
discussion of the audit process.

Audit Results. The Army Audit Agency report, “FY 96 Financial Statements: U.S.
Army Corps of Engineers, Civil Works,” February 28, 1997, stated that the auditors
were unable to express an opinion on the Statement of Operations and Changes in Net
Position. We concur with the Army Audit Agency disclaimer of opinion; our
endorsement of that disclaimer is Appendix A. The Army Audit Agency report, “FY
96 Financial Statements: U.S. Army Corps of Engineers, Civil Works,” is Appendix
B.

Internal Control Structure and Compliance With Laws and Regulations. The
Army Audit Agency issued reports on the U.S. Army Corps of Engineers, Civil Works
Program, management controls and compliance with laws and regulations.  These
reports are included in the Army Audit Agency report (Appendix B).

Summary of Recommendations and Management Comments. This report contains
no recommendations that are subject to resolution in accordance with DoD Directive
7650.3. Accordingly, comments are not required.
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Appendix A. IG, DoD, Endorsement
Memorandum

INSPECTOR GENERAL
DEPARTMENT OF DEFENSE
400 ARMY NAVY DRIVE
ARLINGTON, VIRGINIA 22202-2884

March 1, 1997

MEMORANDUM FOR UNDER SECRETARY OF DEFENSE (COMPTROLLER) AND
CHIEF FINANCIAL OFFICER
DIRECTOR, DEFENSE FINANCE AND ACCOUNTING SERVICE

SUBJECT: Endorsement of the Disclaimer of Opinion on the FY 1996 U.S. Army Corps of
Engineers, Civil Works Program, Statement of Operations and Changes in Net
Position (Project No. 6F1-2022)

The Chief Financial Officers Act of 1990, as amended by the Federal Financial
Management Act of 1994, requires financial statement audits by the Inspectors General. On
May 17, 1996, we delegated to the Army Audit Agency (AAA) the audit of the FY 1996 financial
statements of the U.S. Army Corps of Engineers, Civil Works Program. The AAA audit for
FY 1996 concentrated on the Statement of Operations and Changes in Net Position. Summarized
below are the AAA opinion letter on that financial statement and the results of our review of the
audit conducted by AAA. We endorse the disclaimer of opinion expressed by AAA (see the
Enclosure) in its audit of that financial statement.

Endorsement of the Disclaimer of Opinion. The AAA disclaimer of opinion, dated
February 28, 1997, stated that AAA was unable to express an opinion on the FY 1996 Statement
of Operations and Changes in Net Position of the U.S. Army Corps of Engineers, Civil Works
Program. We concur with the AAA disclaimer of opinion.

The primary reasons that auditors were unable to satisfy themselves as to the fairness of
presentation of the Statement of Operations and Changes in Net Position were:

o Accounting policies for self-insurance, plant increment, repairs and maintenance,
and asset disposals seriously distorted revenues, expenses, and net position.

o Material uncertainties existed as to the reasonableness of amounts reported for
most revenues and expenses because the reporting process lacked audit trails, consistency, and
full disclosure.

o The absence of an integrated accounting system, including appropriate revenue
and expense accounts, prevented the U.S. Army Corps of Engineers from asserting that data
reported on the Statement of Operations and Changes in Net Position of the Civil Works Program
were reliable.

The financial statements of the U.S. Army Corps of Engineers, Civil Works Program,
were audited by the General Accounting Office in FYs 1991 and 1992 and by the AAA in
FY 1993 as part of the Army’s General Fund financial statements. Opinions were disclaimed in
each of those years. Beginning in FY 1994, DoD required separate financial statements and a
separate audit opinion for the U.S. Army Corps of Engineers, Civil Works Program. The AAA
disclaimed an opinion on the FY 1994 U.S. Army Corps of Engineers, Civil Works Program,
Statement of Operations and Changes in Net Position. The AAA did not attempt to render an

*The enclosure was omitted from Appendix A and included in Appendix B.
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opinion on the FY 1995 financial statements of the U.S. Army Corps of Engineers, Civil Works
Program. Generally, the disclaimers of opinion were the result of inadequate accounting systems.

Internal Controls and Compliance With Laws and Regulations. AAA concluded that
the internal control structure did not fully account for and effectively manage resources, ensure
compliance with laws and regulations, and ensure that the financial statements contained no
material misstatements. As a result, in the overall control environment for financial
accountability, the risk of material misstatement was high. The U.S. Army Corps of Engineers
acknowledged and properly reported most of these weaknesses in its FY 1996 annual statement
of assurance on internal controls.

Review of Army Audit Agency Work. To fulfill our responsibilities for determining the
accuracy and completeness of the independent audit conducted by the AAA, we:

o reviewed the AAA approach and planning of the audit, and
o monitored the progress of the audit at key points.

We also performed other procedures necessary to determine the fairness and accuracy of
the audit approach and conclusions.

We conducted our review of the AAA audit of the FY 1996 Statement of Operations and
Changes in Net Position of the U.S. Army Corps of Engineers, Civil Works Program, from
May 17, 1996, through February 28, 1997, in accordance with generally accepted Government
auditing standards. We found no indication that we could not rely on the AAA disclaimer of
opinion on that financial statement and the related AAA evaluation of internal controls and

compliance with laws and regulations.

Robert J. Lieberman
Assistant Inspector General
for Auditing

Enclosure

*The enclosure was omitted from Appendix A and included in Appendix B.
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Appendix B. AAA Report, “FY 96 Financial Statements: U.S. Army Corps of
Engineers, Civil Works”

DEPARTMENT OF THE ARMY
OFFICE OF THE AUDITOR GENERAL
3101 PARK CENTER DRIVE
ALEXANDRIA, VA 22302-1596

28 February 1997

.

Secretary of the Army
Commander, U.S. Army Corps of Engineers

This is our report on the audit of the Statement of
Operations and Changes in Net Position for the fiscal year
ending 30 September 1996 for the U.S. Army Corps of
Engineers, Civil Works. The Commander, U.S. Army Corps of
Engineers and the Deputy Auditor General for Financial
Audits, U.S. Army Audit Agency signed an engagement letter
in June 1996 defining the audit.

We couldn't express an opinion on the Statement of
Operations and Changes in Net Position because of methods
used to recognize and report the revenues and expenses, as
well as fundamental weaknesses in the Corps' legacy
financial accounting system. We were unable to apply other
procedures to satisfy ourselves as to the fairness of the
presentation of the statement.

On the positive side, the Corps continues to make
significant progress with its initiatives to produce
reliable financial information and to improve its financial
management practices. Its new automated Corps of Engineers'
Financial Management Information System (CEFMS) is in the
fielding process. Our audit results showed that the system
operates with a high degree of reliability and resolves many
of the problems found under the previous system. In
addition, the Corps' executive management fosters an
environment for improvements with a commitment to open
communications and working relationships. As a voluntary
pilot project for performance measurement under the
Government Performance and Results Act, the Corps
demonstrates its intent to move forward and improve
financial management practices.

Our results showed that the Corps took numerous actions and
applied command emphasis to correct many of the problems -
that we reported in FY 93 and FY 94. For example, the Corps
corrected its Construction-In-Process costs and accounting

for Engineer and Design Costs. However, improvements were

still needed in several areas. We summarize our audit

results in the Auditor's Opinion. Details of our review are
included in these sections:

"Fifty Years of Excellence: 1946 - 1996"
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Significant matters.

- Report on management controls.

Report on compliance with laws and regulations.
- Overview information.

This report also includes our recommendations and the Corps'
responses to those recommendations. Annex C contains a copy
of the Corps' verbatim replies. The command-reply process
prescribed in Army Regulation 36-2 will establish the Army's
official position on the findings, recommendations,
potential monetary benefits, and command comments included
in this report.

I appreciate the cooperation and courtesies extended to us

during the audit.
<£%:;:44L- Zj 1i2¢1£2u—~

FRANCIS E. REARDON, CPA
The Auditor General
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BACKGROUND
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BACKGROUND

The U.S. Army Corps of Engineers is a complex organization
with civil works and military missions. As the largest
public engineering, design, and construction management
agency, it employs a workforce of about 39,000 civilians and
600 military personnel. The Corps also contracts with
commercial architectural, engineering, and construction
firms for most design work and for all construction work.

Within the civil works program, the Corps develops, main-
tains, and manages many of the nation’s water and related
environmental resources. This mission includes designing,
constructing, and operating projects for:

- Commercial navigation of rivers, harbors, and channels.
- Flood control.

~ Hydroelectric power development.

~ Restoration of fish and wildlife.

- Recreation areas.

Under its military program, the Corps manages and adminis-
ters contracts for engineering services for the Army. When
requested, the Corps provides these services to the Air
Force, other DOD and government agencies, and foreign
governments. The Corps also does research and development
in engineer support (specialized equipment and procedures)
of combat operations.

The Corps uses a decentralized management structure consist-—
ing of 64 major operations located worldwide: a headquar-
ters, 13 divisions, 39 districts, 4 laboratories, and
several field operating activities.

The Corps budgeted about $10.3 billion for its FY 96
program--about $4.2 billion for c¢ivil works and about

$6.1 billion for military programs. It operates a revolving
fund for common services that apply to multiple projects.

FY 96 Financial Statwments, U.S. Army Cotps of Engincers (AA 97-136) Background/Page 5
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DEPARTMENT OF THE ARMY
OFFICE OF THE AUDITOR GENERAL
3101 PARK CENTER DRIVE
ALEXANDRIA, VA 22302-1596

Secretary of the Army
Commander, U.S. Army Corps of Engineers

In accordance with the Chief Financial Officers Act of 1990,
as amended by the Government Management Reform Act of 1994,
the U.S. Army Corps of Engineers prepared the accompanying
principal financial statements and engaged us to audit its
Statement of Operations and Changes in Net Position for the
fiscal year ended 30 September 1996. The statement is the
responsibility of the Corps' management.

We couldn't express an opinion on the reliability of the
Statement of Operations and Changes in Net Position
primarily for the following reasons:

- Several accounting policies used by the Corps within
its Revolving Fund for self-insurance, plant increment,
repairs and maintenance, and asset disposals seriously
distorted its revenues, expenses, and reported net
position on the Statement of Operations. These
policies also distorted the assets, liabilities, and
equity reported on the Statement of Financial Position.

Although this statement wasn't included in our audit,
we reported the statement's impact because of the
inherent linkage between these two statements.

- Material uncertainties continued to exist regarding the
reasonableness of amounts reported for most of the
Corps' revenues and expenses because the Corps'
reporting process lacked audit trails, consistency, and
full disclosure.

- Absence of an integrated accounting system prevented
the Corps from asserting that data reported in the
Statement of Operations and Changes in Net Position was
reliable. The Corps' accounting system lacked the
appropriate revenue and expense accounts.

We were unable to apply other auditing procedures to satisfy
ourselves as to the fairness of the presentation of the
Statement of Operations and Changes in Net Position for

FY 96. Consequently, we couldn't express an opinion on the
statement.

"Fifty Years of Excellence: 1946 - 1996"
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Therefore, we caution users that the information presented
in the Statement of Operations and Changes in Net Position,
as well as the other financial statements, may not be
reliable.

We concluded that management controls weren't fully
effective in accounting for and managing resources, ensuring
material compliance with laws and regulations, and ensuring
there were no material misstatements in the financial
statements. As a result, the overall financial
accountability control environment is such that the risk of
material misstatement is high. The Corps acknowledged and
properly reported most of these weaknesses in its FY 96
annual assurance statement on management controls.

We also evaluated, on a limited basis, the information
presented in the Corps' Overview section. During our
previous audits in FY 93 and FY 94, we reported that the
Corps needed to improve its methods of measuring performance
to effectively portray its civil works mission, resources,
goals, and results. The Corps initiated some new actions
during FY 96--still in progress at the time of our audit--to
improve performance measures. However, for the FY 96
Overview section, the Corps used the same performance
measures that it used in the previous fiscal years.
Accordingly, the significance of the performance measures
presented in the FY 96 Overview remains questionable.

We didn't audit the Statement of Financial Position as of

30 September 1996 or the Statement of Cash Flows for the
period ended 30 September 1996. Therefore, we don't express
an opinion on these statements,

—<fz;~uaL '. /élltglw—

FRANCIS E. REARDON, CPA
The Auditor General

28 February 1997

__FY 96 Financial Stacements, U.S. Army Corps of Engineers (AA 97-135) Auditor's Opinion/Page 10
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SIGNIFICANT MATTERS
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SIGNIFICANT MATTERS

The U.S. Army Corps of Engineers is a leader among the major
Army commands in striving to meet the goals of the Chief
Financial Officers Act. In FY 93, the Corps was the first
to prepare and submit a separate set of financial state-
ments. In FY 94, the Corps volunteered as a pilot project
under the Government Performance and Results Act. Through-
out FY 95, the Corps worked diligently to correct several
material weaknesses on the U.S. Army Annual Assurance
Statement.

While a consistent pattern of disclaimers on the financial
statements would normally lead to the conclusion that
progress isn’t being made, the Corps has made substantial
movement forward in achieving the goals set forth in the
Chief Financial Officers Act. We found that the Corps
addressed and corrected most of the material conditions
found during our FY 93 and FY 94 audits. However, there
aren’t easy solutions for many of the problems and the Corps
must continue to invest substantial effort to achieve the
desired results.

In this year’s audit of the Statement of Operations and
Changes in Net Position, we again weren’t able to exXpress an
opinion. In this section we will discuss our primary areas
of concern. As the Corps progresses forward with the field-
ing of its new management information system, these are the
areas where we believe the Corps needs to focus its atten-—
tion. These areas include:

- Accounting policies.
- Financial reporting.

- Financial management systems.

If command carries out the recommendations in this report, ~
there could be monetary benefits (based on the estimates we
could reasonably make at the time of the audit).

EY 96 Financial Sttements, 1.S. Army Carps of Engincers (AA 97-136) Significant Maters/Vage 13
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FINDING A: ACCOUNTING POLICIES

For the Commander,
U.S. Army Corps of Engineers

e

SUMMARY

Within its Revolving Fund, the U.sS. Army Corps of Engineers
maintained accounting policies that weren’t in accordance
with the Federal Financial Accounting Standards.

One of management’s primary responsibilities is to keep the
Revolving Fund solvent at all times. Therefore, the Corps
imbedded financing mechanisms in the fund to protect the
balance of the fund by either accumulating reserves or
increasing solvency (cash flows) within the fund.

We agreed with the business practices used by the Corps to
accumulate reserves to offset future expected costs. They
appeared to be prudent management decisions to finance
Revolving Fund operations. We didn’t agree with the prac-
tices implemented solely to produce cash flow. However, in
either case the Corps didn’t account for the associated
revenues and expenses in accordance with accounting stand-
ards. These policies misrecorded and misreported the
current year’s operating expenses, distorting the financial
statements.

As a result of the accounting policies used, the financial
reporting of the results of operations wasn’t accurately
portrayed on the financial statements. We recommended
adjusting entries totaling about $223.2 million.

Our detailed discussion on these conditions starts on
page 17. Our recommendations start on page 25.

BACKGROUND

The Civil Functions Appropriations Act of 1954, Public

Law 153, authorized the creation and operation of the Corps’
Revolving Fund. The law allows certain transactions to be
initially financed by the Revolving Fund to include:

- Purchase of common inventories for civil works such as
bulk materials and supplies.

Y 96 Financial Statcments, U.S. Any Carps of Engmcers (AA 97-136) Finding AlPage 15
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- Operation of common storehouses that service more than
one civil works project oxr appropriation.

- Acquisition, operation, and maintenance of facilities
that support more than one civil works project.

- Finance of common services of the district office or
services performed for other governmental agencies.

The Revolving Fund operates entirely within its own
resources rather than from annual appropriations, recouping
its expenditures through the sale of its services (via its
rates) to its customers. The rates charged include an
amount to recover the Corps’ operating expenses and over-
head. The fund must operate at a break-even point, income
equal to expenses within a tolerance level of plus or minus
5 percent.

Accounting Concepts

The Corps accounted for its operations under the accrual
method of accounting. Under this method, the entity records
financial effects of transactions or other events in the
periods in which they occur, rather than in the periods in
which cash is received or paid.

With regard to the Statement of Operations, there are
several accounting principles and defining concepts:

~ Realization and Recognition. Under these principles,
revenues are earned when the required performance is
completed. For example, incoming cash receipts for
future work would be unearned revenue until work is
completed.

- Matching Principle. The expenses incurred to generate
the products or services of a given period must be
matched with the revenues. Because some costs may have
been paid in the past or will be paid sometime in the
future, the proper matching of expenses to the period
may require accruals, deferrals, or allocations. For
example, depreciation is a systematic allocation, or
spreading, of the acquisition cost of an asset to the
periods that benefitted. -

- Expenses. Generally Accepted Accounting Principles
(GAAP) defines expenses as expired costs, or items that
were assets but are no longer assets because they have
no future value. Expenses of the current period can be
either cash or noncash. For example, payroll expenses
generally are cash expenses since funds are paid out on
a periodic basis. Depreciation is a noncash expense

FY 96 Financial Statements, U.S. Army Carps of Engincers {AA 97-136) Finding AfPage 16
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since the asset acquisition occurred in a previous
period. Noncash expenses generate positive cash flous.

- Prepaid Expenses. Defined as advance payments on
ordinary expenses. These prepaids are classified as
assets on the Statement of Financial Position (balance
sheet) until the expense occurs. Some examples of
prepaid expenses would be premiums or rents paid for
more than one period upfront, for example, a one year
lease.

Financing Concepts

Financing concepts focus on generating resources (or credit)
to pay for large expenditures over an extended time period.
They recognize the time and value of money by charging
interest, determining the opportunity costs, and calculating
the return on investment. Those used by the Corps focused
only on cash outlay requirements and recoupment of initial
investment or acquisition cost.

There exists a clear distinction between accounting and
financing principles. The accounting principles record and
report the transactions and events that occurred. The
financing principles address how to ensure that the fund
remains viable and solvent.

DISCUSSION

The Corps designed several accounting policies in support of
its business practices to ensure that funds accumulated to
pay for future expected costs. Within the rates charged to
customers in the current period, a predetermined amount was
set aside to cover the following:

- Insurance.

~ Plant increment.

- Repairs and maintenance.
The Corps had two accounting policies to generate cash flow
and one policy for capitalizing expenses that also con-
flicted with accounting standards. Specifically these

policies were:

- Disposal of assets.

FY 96 Financial Stuements, U.S. Army Corps of Engincers (AA 97-136) Finding A/Page 17
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- Salvage value on assets.
- Deferred asset costs.

The Corps’ accounting for insurance, plant increment, and
repairs and maintenance wasn’t proper. Specifically, we
found that the expenses associated with the business prac-
tices relating to insurance and plant increment weren’t
expenses of the current period and hadn’t occurred at the
time recorded. In accounting for the repair and maintenance
reserves, the Corps incorrectly transferred the current
period operating income into a deferred income account.

The accounting for asset disposals and deferrals also wasn’t
proper. By recording as expenses the residual asset values
during the disposal of the assets or not recognizing salvage
value, the operating expenses increased inappropriately and
distorted the results of operations. Further, recording
other costs as deferred asset costs instead of current
period expenses understated operating expenses and over-
stated the assets.

All six of these policies tended to recognize expenses
inappropriately or distort net income within the financial
statements, usually understating reported net income.
Further, there was a significant impact on the Statement of
Financial Position as well, due to the linkage between the
accounts and accounting cycles. We calculated that about
$223.2 million in adjusting entries were required to correct
the financial statement impacts of these accounting
policies.

In this section, we discuss the conditions found, proper
accounting principles, and the financial statement impacts
of the Corps’:

- Accounting policies for business practices.

- Accounting policies to increase cash flow.

- Accounting entries required to adjust statements.
Accounting Policies for Business Practices

Insurance

The Corps operates as a self-insured entity, charging a
monthly premium on its assets and accounting for this
premium as an operating expense of the period (debit) and a
future liability (credit). The policy of charging for
insurance and expensing that amount in the current period
violated accepted accounting standards for self-insured

FY 96 Financial Suiements, U.S. Army Corps of Engincers (AA 97-136) Finding A/Page 18
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operations. Also, the recording of the offset as a
liability wasn’t appropriate since, at the time of collec-
tion of the premium, the Corps hadn‘t incurred any future
liability. The correct offset would be to the Corps’
equity. Self-insured operations can be accounted for using
either of two acceptable methods:

- Record losses when incurred on the Statement of

Operations (Income Statement).

- Appropriate Retained Earnings and record losses as
incurred on the Statement of Operations (Income
Statement).

The Corps’ policy deviated from the acceptable methods by
expensing an amount equal to the premium collections. When
a loss occurred, the Corps accounted for it solely on its
Statement of Financial Position (Balance Sheet) by reducing
its fund balance and liability accounts.

As a result, this accounting policy overstated expenses and
understated net income by the recurring premium collections.
In FY’s 95 and 96 this amounted to about $2.5 million and
$3.1 million respectively. Losses bypassed the income
statement and weren’t reported properly in the period
incurred. The result was overstating net income by the
amount of the actual loss (FY 95 was $4.2 million, FY 96 was
$0.8 million). In addition, the liabilities were overstated
and the Corps’ equity was understated by the balance of the
Insurance Reserve amount--$46.1 million.

The Corps agreed to implement actions to correctly report
the insurance premiums, losses, and reserves at the cor-
porate or headquarters level for financial statement
presentation. We agreed with the Corps that, during the
life of the legacy system, corporate-level adjusting entries
would be more efficient than having all districts and
reporting activities adjust their individual records and
business practices.

Plant Increment

In reviewing the Corps’ accounting policy for Plant
Increment (defined as an estimated additional cost, due to
inflation, for plant replacements), we found that the
amounts were charged as operating expenses in the current
period and credited to an equity account entitled "Provision
for Plant Replacement." Subsequently, the balances within
the districts were transferred to the headquarters’ general
ledger account--Funds With Treasury.

The Corps’ policy for plant increment charged a future
estimated cost not yet incurred as a current-period expense,
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violating the matching principle. Under generally accepted
accounting principles, the plant increment wouldn’t be
recorded directly to the operating expense accounts. The
amount would accumulate within a reserve or fund account
until the purchase of the new or replacement asset. Then
the asset would be capitalized and depreciated. The expense
would then come about indirectly through the depreciation of
the asset. The plant increment amount is a "Sinking Fund"
and as such should be carried only on the balance sheet as
an asset and not charged off as an expense.

Analysis of the credit side of the journal transaction also
supported the "Sinking Fund" concept. Generally, the normal
credit offset to operating expenses would be either the
creation of a liability (such as Accounts Payable) or the
decrease of an existing asset account. ©Neither was the case
in the Corps’ accounting policy. Instead, there was a
charge to expense and an increase to an equity account.

This is an illogical combination of events. Expenses by
their very nature are always a reduction to the equity
interest of the entity.

As a result, this accounting policy overstated expenses and
understated net income by the plant increment collections,
for FY 96 this amounted to about $30.4 million. 1In addi-
tion, the assets were understated by the balance of the
increment amount not capitalized through asset acquisitions.

Repairs and Maintenance

To smooth out the spiked costs associated with periodic
major repairs or maintenance on selected assets, for example
a major engine overhaul on a barge, the Corps charged the
customers within its rates a prorated amount to cover both
current and future expected repairs and maintenance costs.
The Corps removed the portion of the charges applicable to
the future repairs from the current-period operations and
transferred the income into a deferred income account.

There was a corresponding offset entry in an asset reduction
(contra-asset) account. Corps personnel believed that their
method would match the income to the expenses.

This belief was a misinterpretation of the matching prin-
ciple. Generally, to determine net income, costs incurred
to produce revenues are matched as expenses of the period to
which the revenues relate. The portion of the repairs and
maintenance rate charge that wasn’t used in the current
period or that was set aside to cover the future estimatead
cost of the repairs represents income or profit. The Corps,
under the realization and recognition principles, earned the
revenues and incurred the expenses in the current period,
the difference being income. The income (cash) should be
set aside to fund the future expense, either formally or
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informally, as a restriction to the cash asset account.
Proper accounting would also require that the offset be in
the Corps’ equity and not as a contra-asset.

As a result of this policy, net income was understated about
$37.9 million on the Statement of Operations. Also, on the
Statement of Financial Position, the assets were understated
by the amount not recorded as well as the total reserve
amount recorded in the contra-asset account by or about
$98.1 million.

our recommended actions to correct the accounting policies
related to business practices are in Recommendation A-1.

Accounting Policies to Increase Cash Flow

Disposal of Assets

The Corps’ accounting policy for disposing of assets
(whether transfer, salvage, or surplus) focused on
increasing cash flows rather than the proper financial
reporting of transactions and events.

The policy directed that the asset’s remaining net book
value (original cost less accumulated depreciation) be
expensed in the current-year’s operations prior to dis-
position of the asset. For example, at one district, we
reviewed 21 revolving fund asset retirements made in FY 96.
We found five, or 24 percent, had remaining book value
totaling about $27,100 that the district charged to its
expense accounts before retiring the assets.

By analyzing the accounts (Book Value of Plant Sold and Sale
of Plant) for minimal book value and significant sales
proceeds, we identified 14 district offices and 1 division
office that appeared to be following the expensing policy.
Because of the limited visibility of the financial systenm
(summary level data and no access to underlying transac-
tions), we weren’t able to quantify the underlying book
value amounts expensed. But the net sales proceeds that
were received totaled about $1.8 million.

As a noncash expense, depreciation (or expensing of capital -
assets) generates an incoming cash flow to the fund when the
services are billed out to its customers. Under the Revolv—

ing Fund’s break-even profit motive, Corps personnel viewed

this as the only financing mechanism they had to recover the
initial outlay of funds used in the acquisition of the

assets.

Proper accounting principles dictate that the asset not be
expensed before disposal and a gain or loss should be
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recognized as the difference between the proceeds, if any,
and the remaining net book value. The writeoff of the net
book value overstated current period operating expenses and
didn’t accurately reflect the nonoperating gains and losses
on the Statement of Operations. However, compounding this

issue was the Corps’ policy for accounting for nonoperating
gains and losses.

In reviewing this second policy on accounting for nonoperat-
ing gains and losses, we found that the nonoperating gains
and losses were charged directly to the proprietary interest
(net worth or equity) section on the Statement of Financial
Position.

The nonoperating gains and losses moved through the Corps’
general ledger accounts and accumulated solely within the
equity section of the Statement of Financial Position under
Investment of the U.S. Government. This account crosswalked
from the Corps’ general ledger to the Standard General
Ledger equity account entitled Capital Investments.

We reviewed Office of Management Budget Bulletin 94~01 and
the Treasury Financial Manual because nonoperating income
and losses generally should be reported on the income
statement.

The Treasury Financial Manual showed that the Corps’ use of
the Capital Investments equity account wasn‘t appropriate.
The Standard General Ledger contains specific accounts for
nonoperating income (gains) and losses. The gains are
accounted for in the 7100 series of accounts, and the losses
are accounted for in the 7200 series of accounts.

In addition, Office of Management and Budget Bulletin 94-01
showed that the nonoperating income and losses should be
properly reported on the income statement. The income would
be reported on Line 6, Other Revenues and Financing Sources.
The losses would be reported on Line 14, Other Expenses. We
determined the appropriate accounting by tracking the finan-
cial statement line items back to the Standard General
Ledger using the Office of Management and Budget approved
crosswalk.

In essence, the Corps’ policy for gains and losses charged
these balances directly to the Revolving Fund balance or
equity. Given the Corps’ policy to expense remaining book
value prior to asset disposal, the current accounting poli-
cies allow for gains to flow directly into the Statement of
Financial Position (balance sheet) accounts bypassing the
Statement of Operations (income statement) and understating
net income. Since neither the gains or losses were
reflected on the income statement, the net income was
incorrect.
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Salvage Value on Assets

The Corps didn’t recognize any salvage value on any depreci-
able assets (buildings, structures, equipment) within the
Revolving Fund.

Becaus& salvage value represents a reduction to the amount
used for depreciation, the Corps believed that any amount
formally recognized would ultimately reduce the fund’s
balance. Within the context of a financing mechanism, the
recognition of salvage value would reduce the depreciable
basis of the asset and the corresponding depreciation
expense and would result in less incoming cash flow. Also,
recovery of the initial purchase amount would be dependent
upon the sale or disposal of the asset, Corps personnel
stated their concern that the recovery might never occur for
permanent structures that the Corps occupies, maintains, or
transfers to other governmental agencies without
reimbursement.

Under generally accepted accounting principles, the recog-
nition of salvage value on capital assets is an integral
part of depreciation (allocation of expense) to the periods
benefitted while it preserves some valuation for the asset
residual.

We understocd the Corps’ rationale for its salvage value
policy. However, the primary function of the accounting
system is to accurately record the transactions and events
for the entity. The Corps’ concerns regarding the recovery
of the initial acquisition costs are, or should be, part of
the rationale and methodology used in establishing the plant
increment rate.

To depreciate large assets, such as buildings, without
acknowledging that residual value exists, isn’t realistic.
Over time the valuation of the asset amounts becomes
misrepresented while the annual depreciation overstates
operating expenses and understates net income. To illus-
trate, in FY 95 the Revolving Fund property, plant, and
equipment (net of land costs) had an acquisition value or
depreciable basis of about $1.3 billion. The annual
depreciation expense recorded was about $62.8 million, or
5 percent. Assuming a composite salvage value of 20 per-
cent, the depreciable basis would become $1 billion and the
corresponding annual depreciation would drop to about
$50.2 million. The difference of about $12.6 million in
annual expense is due to the recognition of salvage value.

We also found, in contrast to the fund’s break-even profit
motive, a consistent pattern of gains on asset disposals.
We attributed this pattern to both the expensing of the net
book value as previously discussed and the lack of salvage
value recognition.
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We expressed our concerns to the Corps that this pattern
could indicate excessive charges to customers since under
the existing system the gains went directly to the Corps’
benefit. There was no mechanism in place to calculate
either the gains or losses into the Revolving Fund’s rates.
Therefore, the current system exempted the customers from
receiving the benefits of the gains or the decrements from
the losses, whenever recognizeg.

Deferred Asset Costs

The Corps’ policy on accounting for assets placed in moth-
ball status was to charge the costs incurred to the deferred
asset account. These amounts accumulated on the Statement
of Financial Position until the asset was placed back into
service. The costs were then allocated to either the
previous, present, or future users based on management
decision.

As defined by the Financial Accounting Standards Board’s
Concepts Statements (Number 6), the mothballing costs are
more appropriately expenses of the current period and not
deferred assets. The assumption for making a deferral would
require that there be some future economic benefit derived
in some future period. While the mothballed asset may
provide some future benefits, the costs associated for
storage or warehousing won’t and shouldn’t become part of
the cost of the asset.

In addition, the Corps’ deferred asset account also incor-
rectly contained deferred income. This was accounted for in
a manner similar to the repair and maintenance reserves
previously discussed. In other words, earned income was
transferred and held within the deferred account until
additional expenses materialized to be offset against the
income. For FY 96, we found adjustments totaling about

$6.8 million.

The financial statement’s impacts of this policy are similar

to the impacts associated with the policies previously

discussed. 1In this instance, the policy understated net

income on the Statement of Operations while also overstating

assets on the Statement of Financial Position because a

normal operating expense or income became a deferred asset. ~—

Our recommended actions to correct the accounting policies
related to generating cash flow are in Recommendations A-2
through A-7.
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Accounting Entries Required to Adjust Statements

The accounting policies previousl
nificant impact on the Corps’ financia) statements.

Yy discussed have a sig-

To

correctly report the results of operations and financial
position requires adjusting entries totaling about

$223.2 million. Specifically:
Policy Adjustment | Increase | Decrease Remarks
Amount Account Account
Insurance $3.1 Asset Expense Annual premiums
million (2) (1) collected
Insurance $0.8 Expense Equity Report actual
million (1) (2) losses
Insurance $46.1 Equity Liability | Restate reserve
million (2) (2)
Increment $30.4 Asset Expense Annual amount
million (2) (1) collected
Repairs & $98.1 Equity Contra- Restate repairs
Maintenance million (2) Asset and maintenance
(2) reserves
Repairs & $37.9 Revenues | Contra- Recognize
Maintenance million (1) Asset income earned
(2)
Asset Not Gains or | Expense Lacked
Disposals Quantified | Losses (1) transaction
(1) visibility
Salvage Not Asset Expense To be analyzed
Value Quantified (2) (1) and determined
Deferred $6.8 Revenues | Asset Recognize
Assets million (1) (2) income earned
Total $223.2
million

(1)
(2)

On Statement of Operations and Changes in Net Position
On Statement of Financial Position

RECOMMENDATIONS AND COMMAND COMMENTS

This section contains specific recommendations and a summary
of command comments for each recommendation.
command comments are in Annex C.

Verbatim
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The Corps agreed to implement corrective measures on its
accounting policy for insurance premiums with a proposed
implementation date of 30 September 1996. However, due to
technical difficulties in posting and balancing the FY 96
Trial Balance, the Corps didn’t meet the proposed
implementation date.

A-1 Recommendation: Correct the accounting policies
(insurance, plant increment, repairs, and maintenance
reserves) associated with the Corps’ business practices
to ensure that the:

~ Policies are in accordance with Federal Accounting
Standards and Generally Accepted Accounting
Principles.

~ Statement of Operations and Changes in Net
Position correctly reflects the expenses, net
income, gains, and losses of the current period.

- Statement of Financial Position shows the correct
balances in the prepaid assets and fund balance
reserve amounts.

Command Comments: The Corps agreed with the recom-
mendation and stated that it recognized the current
accounting wasn’t in full compliance with accounting
principles. The Corps planned to make adjusting and
corrective closing entries beginning in FY 97, during
yearend closeout.

A-2 Recommendation: Discontinue the policy of expensing
the remaining book value of assets prior to asset
disposal. In accordance with accounting principles,
recognize nonoperating gains or losses on the assets as
the difference between the net book value and proceeds
received, if any.

Command Comments: The Corps agreed and stated that it
is incorporating this recommendation in change 88 to
its Engineer Reqgulation 37-2-10, which should be
completed by 30 September 1997.

A-3 Recommendation: Record and report nonoperating income
and losses on the Statement of Operations and Changes
in Net Position.

Command Comments: The Corps agreed and said it will
comply with Office of Management and Budget
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Bulletin 97-01 during the preparation of the FY 97
financial statements.

A-4 Recommendation: Implement procedures to ensure that
gains and losses are incorporated into the rate struc-
ture and passed on to the Revolving Fund customers.

Command Comments: The Corps agreed to incorporate the
recommended practice into the operating budget process
for all Revolving Fund plant accounts.

A-5 Recommendation: Implement a policy to recognize
salvage value on depreciable assets. Consider using
either a composite standard rate or various rates by
major class of assets by reviewing historical records
to determine the net realizable value received as a
percentage of acquisition cost or by allocating amounts
based on estimated salvage value.

Command Comments: The Corps concurred stating that it
will require salvage value calculation in the deprecia-
tion formula for all structures in Engineer Regula-
tion 37-2-10.

A-6 Recommendation: Discontinue the policy of recording
deferred asset charges for equipment in mothball
status. Record these costs as current period expenses.

Command Comments: The Corps agreed and said that
revised procedures will be incorporated in change 88 to
Engineer Regulation 37-2-10 by 30 September 1997.

A-7 Recommendation: Determine the cumulative impact on the
financial statements of the policies not in conformance
with generally accepted accounting principles. Record
and report prior periocd adjustments to correct
balances.

Command Comments The Corps agreed and stated that it
would make the appropriate adjustments in the FY 97
financial statements.
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FINDING B: FINANCIAL REPORTING

For the Commander,
U.S. Army Corps of Engineers

X

SUMMARY

The Corps’ financial reporting process needed significant
improvement. 1In reviewing the FY 95 and FY 96 documentation
for the compilation and presentation of the statements, we
found that it lacked:

- Adequate audit trails.
- Consistency.
- Sufficient disclosure.

As in FYs 93 and 94, the Corps elected to expend minimal
resources in FY 95 on producing financial statements
resulting from its old financial management system. The old
system couldn’t produce adequate financial data because it
lacked key accounts and wasn’t designed to account for
revenues and expenses (see Finding C of this report).

We agreed with the Corps that expending additional resources
to modify the legacy accounting system wouldn’t be prudent.
However, the fielding of the new management information
system dictates that sufficient effort be placed in the
process starting in FY 96 to ensure that balances brought
forward are accurate, reliable, and auditable. The Corps
agreed with our assessment and initiated several actions in
the FY 96 yearend closeout. These efforts established a
starting point; however, the actions couldn’t correct the
primary underlying condition--the inadequacy of the legacy
financial management system.

As a result, the FY 95 and FY 96 financial statements didn’t
accurately portray the results of operations or the finan-
cial position of the Corps. 1In addition, this also affected
the opening balances established for FY 97 at the close of
FY 96,

Our detailed discussion on these conditions starts on
page 29. Our recommendations start on page 34.
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BACKGROUND

The Corps of Engineers operates using a decentralized man—
agement structure. For the most part, each of the dis-
tricts, divisions, labs, and reporting activities manage and
account for their own funds and costs. There are exceptions
for certain centralized operations, such as payroll or
vehicle leasing, or for small districts or operations that
are supported by a larger one.

The financial reporting process consists of an upward
reporting system. The reporting entities periodically
submit their account balances to the Corps’ Finance Center.
Also submitted are details on special interest items and
standard forms used for budgetary and financial reporting.
Using the available information, the Finance Center compiles
and prepares the Corps’ consolidated financial statements.
None of the Corps’ entities below the headquarters level
produced financial statements.

DISCUSSION

In this section we discuss:
- Financial reporting problems.

- Upward reporting.

Corrective actions for FY 96.

- Upcoming requirements for FY 97 and beyond.

Financial Reporting Problems

As noted previously in our FY 93 and FY 94 audits, the
financial reporting process used to compile and prepare the
consolidated financial statements wasn’t adequate. During
FY 95 and FY 96, the condition worsened due to several
causes:

- The Corps made a conscientious decision not to expend
significant resources modifying its outdated financial
system while fielding its new financial management
system.

- The reporting function migrated organizationally and
then physically to the Finance Center. According to
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Corps personnel, some of the documentation was lost
during the transitions.

We noted that the Corps didn’t:
~ Have adequate audit trails and documentation.

- Dfsplay consistency in its presentation of the
financial statements.

- Report sufficient information within its footnote
disclosures.

Audit Trails and Documentation

There was no record of the adjusting, closing, or elimi-
nating entries being made to produce the FY 95 consolidated
financial statements.

The adjusting, closing, and eliminating journal entries are
integral to the preparation of the financial statements.
They provide the rationale and link between the financial
statements and the trial balances. Adjusting and closing
entries formally close out the reporting period and estab-
lish zero balances within the accounts for the upcoming
period. Eliminating entries remove transactions that
otherwise would result in the double-counting of revenues,
expenses, assets, or liabilities.

Without an audit trail of these transactions, we weren’t
able to track from the financial statements to the trial
balances. For example, in attempting to reconcile the
assets, liabilities, and net position, we reviewed 27 appro-
priations, with assets totaling $40.6 billion, and found the
following absolute differences:

- Assets, $962.1 million.

Liabilities, $659.4 million.

1

Net Position, $1.4 billion.

Only 5 of the 27 appropriations, representing $49.7 million
of assets (the Corps’ smaller appropriations), had no
differences between the financial statements and the trial
balances.

Consistency in Presentation

There wasn’t a consistent methodology for compiling and
presenting the financial statement information.
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There were extreme variances on the financial statement line
items between fiscal years. No one from within the Corps
was able to provide an explanation for these variances. For
example on the FY 95 Statement of Operations, the line item
Revenues from Sales to the Public showed $14.2 million.

This line item in FY 94 reported $258.6 million for a
variance of about $244.4 million. Further, in FY 93 the
line reported $13.1 million while in FY 92 it was

$387.6 million, a variance of $374.5 million.

We traced most of the variance to the General Construction
and Rivers and Harbors appropriations within the appropria-
tion reimbursements. We provided this information to the
Corps but it had no explanation for the dramatic revenue
spikes occurring in these fiscal years. Apparently the
Corps reported amounts between the two line items (Sales to
the Public or Sales to the Government) on alternating fiscal
years without any supporting documentation.

We recognized that the legacy financial system couldn’t
produce reliable information. However, without a method-
ology or consistent rationale to present the financial
statements, the financial information it did produce was
more questionable and of less value. Consistency is an
underlying accounting principle established to ensure
comparability. Even questionable information, if compiled
and presented consistently, can provide limited meaningful
information through the use of variance or other analyses.

Sufficient Disclosure

The footnotes to the financial statements lacked sufficient
disclosure.

Office of Management and Budget Bulletin 94-01 provides
detailed guidance on the preparation and presentation of the
financial statements, to include adequate footnote dis-
closures. In reviewing the Corps’ disclosures, we found:

- Amounts reported within the footnotes didn’t match the
amounts reported in the financial statements. For
example, Fund Balance With Treasury showed $1.923 bil-
lion on the financial statement but only $1.889 billion
as the total on Note 2, or a difference of about
$34 million. -

- Amounts reported within the footnotes weren’t ade—
quately labeled. For example, under Note 14 (Property,
Plant, and Equipment), the category of Other showed
about $12 billion of assets. There was no description
or explanation as to the composition of this amount.
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~- Narrative explanations didn’t exist or weren’t adequate
to provide sufficient information regarding the dis-
closures. Of the total 13 Notes reported, 7 had no
narrative explanations and the remarks on the remaining
6 didn’t provide the information required by the
bulletin. Further, the Corps didn’‘t address the Note
requirements for Other Disclosures and Contingencies.

We attributed these conditions to the inability of the
legacy financial system to provide sufficient data, the
limited visibility of the upward reporting system, and the
Corps’ decision not to employ significant resources to
correct these deficiencies.

Full disclosure requires that sufficient information be
presented both on the face of the financial statements and
within the notes to the financial statements. These notes
provide the detailed explanations and justifications to
evaluate management actions and initiatives.

Our recommended actions to further correct these conditions
are in Recommendation B-1.

Upward Reporting

The existing upward reporting process provided limited
benefits to the Corps. 1Its primary function was to supply
the data necessary for the Finance Center to prepare Corps-
wide consolidated financial statements. As such, the
process didn’t provide:

- The Finance Center with visibility of the supporting
transactions within the account balances.

- The districts, divisions, or other reporting activities
with the management information that would be derived
from formal financial statements.

The process required reporting activities (districts, divi-
sions, labs) to extract and forward amounts from the trial
balances. It also required numerous standard forms and
manual reports to reconcile and report information not
readily visible within the account balances.

The reporting activities received no benefit from the exist-
ing process because they couldn’t use the consolidated
financial statements at their level. Management information
that could be useful at the lower levels lost its visibility
in the consolidation of the data.

An alternative approach that would meet the needs of all
reporting levels would be to prepare formal financial
statements at each reporting activity. The consolidated
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financial statements could then be prepared by rolling up
the division-level statements along with any other reporting
activities outside the division structure.

Our recommended actions to improve the reporting process are
in Recommendation B-2.

Corrective Actions for FY 96

The Corps agreed with our assessment that additional effort
would be required starting in FY 96 to ensure that the
financial statements properly reported transactions and
events consistently. The Corps took immediate corrective
actions, to include:

- Increasing the number of personnel assigned to the
preparation of the financial statements.

-~ Requesting assistance from our agency to formally
document the rationale and audit trail used.

These actions couldn’t correct the primary underlying con-
dition (the inadequacy of the old financial system), and the
resulting compilation required that:

- Personnel manually enter data into automated spread-
sheets to calculate and summarize the financial
statements.

— Budgetary accounts be used to derive revenues and
expenses for activities operating under the old
financial system.

However on the positive side, the efforts yielded some
substantial benefits. The Corps was able to adequately:

~ Compile a test set of financial statements (excluding
the narrative footnote disclosures) solely from the
information contained within the Corps of Engineers’
Financial Management System (CEFMS).

- Document and produce an audit trail for the rationale
and methodology used to ensure consistency in future
periods.

Upcoming Requirements for FY 97 and Beyond

The reporting requirements for preparing and presenting
financial statements will change dramatically in FY 98.
Prudent planning dictates that proper planning begin in

FY 97 to meet these new requirements. New accounting
standards and concepts developed by the Federal Accounting
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Standards Advisory Board (FASAB) require implementation
during FY 98. For example, the Advisory Board’s Statement
of Accounting Standards, Number 6, scheduled for implementa-
tion in September 1997 has new requirements to account for:

- Heritage and multi-use heritage assets.
- Sﬁewardship land.
- Deferred maintenance.

- Cleanup costs associated with hazardous waste removal,
containment, or disposal.

The standards segregate these new accounting requirements
onto its new financial statement entitled the Statement of
Net Cost. 1In addition, the Advisory Board, under its
Standard Number 7, created these additional financial
statements:

- Statement of custodial activity.

Statement of changes in net position.
- Statement of budgetary resources.
- Statement of financing.

Implementation of these statement requirements begins after
30 September 1997 (FY 98).

Financial reporting for governmental entities continues to
evolve as the standards and practices are defined. The
Corps needs to take an active role within its resource
management operations to ensure that upcoming requirements
are anticipated and can be met.

Our recommended actions on these future requirements are
included in Recommendation B-3.

RECOMMENDATIONS AND COMMAND COMMENTS

This section contains specific recommendations and a summary
of command comments for each recommendation. Verbatim
command comments are in Annex C.

The Corps implemented actions to correct deficiencies on its
financial statement compilation and presentation. We agreed
with the actions taken; therefore, we aren’t making any
additional recommendations at this time on compilation and
presentation for the FY 96 effort.
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B-1 Recommendation: Continue to develop and implement
formal accounting procedures to document and produce an
audit trail for adjustments (to include eliminating
entries), transactions, methodology, and rationale used
during the compilation process.

Command Comments: The Corps agreed and said that its
Finance Center will consolidate the data and maintain
an audit trail for any adjustments required to produce
the consolidated financial statements.

B-2 Recommendation: Implement the alternative reporting
process of preparing formal financial statements at
each reporting activity.

Command Comments: The Corps agreed and stated that one
of its long range objectives is to have each activity
produce the full set of required financial statements.

B-3 Recommendation: Develop policies and procedures to
ensure that the new reporting requirements are
adequately addressed in the financial management
systen.

Command Comments: The Corps agreed and stated that it
will work closely with Army Audit Agency during the FY
97 financial statement audit to ensure that the new
requirements are appropriately included in the finan-
cial management system.
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FINDING C:  FINANCIAL MANAGEMENT SYSTEMS

For the Commander,
U.S. Army Corps of Engineers

B

SUMMARY

Material uncertainties continued to exist regarding the
reasonableness of reported amounts on the financial state-
ments. This occurred because the Corps’ legacy financial
system (Corps of Engineers Management Information System
(COEMIS)) has fundamental weaknesses that prevent the Corps
from reporting reliable financial information. .
Specifically:

- The system lacks revenue and expense accounts.

- The system isn’t based on the U.S. Government’s
Standard General Ledger, and the existing crosswalk
isn’t accurate.

- The system isn’t integrated with other Corps’ systems.

- Auditable transactions to support computed balances
don’t exist.

We’ve reported these inadequacies since FY 93 in our audit
reports. The Corps is aware of these problems and is in the
process of fielding a new financial management system-—-the
Corps of Engineers Financial Management System (CEFMS) .

On the positive side, our audit results showed that the new
financial system appeared to be operating with a high degree
of reliability. It resolved standard general ledger and
integration deficiencies found in the legacy system and
enhanced management controls.

Our detailed discussion on these conditions starts on
page 37.

BACKGROUND

The Corps recognized that its current financial system had
many inadequacies and had begun development of a replacement
system called the Corps of Engineers Financial Management
System. During FY 96, the Corps had the new system at its
Headquarters, Huntsville Division, the Waterways Experiment
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Station, the Construction Engineering Research Lab, and
throughout the Southwestern and South Atlantic Divisions.
The Corps plans to complete deployment to all districts,
divisions, and activities in FY 98.

We have worked with the Corps since FY 95 to help ensure
that the new financial management system produces timely and
reliable financial information. To date, it appears that
the new system will operate effectively; it is an integrated
system that crosswalks to the U.S. Government’s standard
general ledgers.

DISCUSSION

The Corps’ financial statements contained several key'line
items that weren’t produced from or supported by its general
ledger system because the Corps’ old system (COEMIS) :

- Isn’t based on the U.S5. Government’s standard general
ledger, and the existing crosswalk isn’t accurate.

- Isn’t integrated with other Corps automated systems.
~ Lacks revenue and expense accounts.

Our previous audit reports in FY 93 and FY 94 extensively
documented the inadequacies of the Corps’ legacy financial

management system (COEMIS). Those conditions, summarized in
the preceding paragraph, continued to exist throughout
FY 96.

In contrast, FY 96 marked the first year that the new
financial management system (CEFMS) was fully operational
for an entire year at the district level and subjected to an
audit. The results showed that the new systen:

- Resolved the Standard General Ledger deficiencies.

- Resolved, or is scheduled to resolve, systen
integration deficiencies.

- Enhanced management controls.
In this section we discuss these three areas, comparing and
contrasting the two financial systems.

Standard General Ledger

The old system (COEMIS) wasn’t based on the U.S. Govern-—
ment’s Standard General Ledger. It reguired a crosswalk
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between its ledger accounts and the standard ledger
accounts. The crosswalk wasn’t accurate because the old
system lacked key accounts, to include revenue and expense
accounts.

To compensate for these deficiencies, the Corps compiled its
financial statements using budgetary accounting information,
external sources, and manual calculations. For example, the
Corps used accrued expenditures to determine revenues from
sales to the public, Treasury reports to derive appropriated
capital used, and manual calculations to determine operating
expenses.

Conversely, the Corps built the new system (CEFMS) using the
approved Standard General Ledger. It contains both the
budgetary and propriety accounts to properly record and
report the transactions and events within the financial
management system. During our audit, we performed account
balance reconciliations and found the system to be operating
effectively.

System Integration

The Corps’ legacy system also wasn’t integrated with other
automated systems to simultaneously update general and
subsidiary ledger accounts. Integrated systems are required
by Office of Management and Budget Circular A-127.

With integrated systems, only one keyed entry needs to be
made. For instance, the new system (CEFMS) is integrated
with the Real Estate Management Information System (REMIS).
When a transaction involving real estate is entered into
either system, both systems update automatically. A second
entry doesn’t need to be made.

Integrated systems are an important feature in any financial
management system because they reduce errors and save
valuable time. The Corps developed and continues to develop
the Financial Management System (CEFMS) to ensure integra-
tion with other automated systems used by the Corps.

Management Controls

The Corps’ new financial management system also signifi-
cantly improved the Corps’ management controls over its
financial data. Before financial statements can be relied
upon, effective controls must be in place and operating to
ensure that financial data can‘t be manipulated or altered
before it is reported.

The Corps has several key management controls built into its
new system. For example:
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—- An access control matrix provides selective permissions
to users based on management approvals.

~ The system requires signature cards and passwords to
allow personnel access into the system and its elec-
tronic signature capabilities.

- The system performs the financial accounting in the
background based on established correlation tables.

Management controls are integral to producing reliable
financial statements. The Corps’ new system incorporates
many controls that weren’t present in the old system. This
in itself will help provide reasonable assurance that the
Corps produces reliable financial statements.

RECOMMENDATIONS

Due to the Corps’ ongoing implementation of its Financial
Management System (CEFMS) to correct the deficiencies we’ve
reported since FY 93, we aren’t making any recommendations
at this time.
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REPORT ON MANAGEMENT CONTROLS

FY 96 Financial Statements, U.S. Army Corps aof Engincers (AA 97-136) Management Controls/Page 41

39



Appendix B. AAA Report, “FY 96 Financial Statements: U.S. Army Corps of
Engineers, Civil Works”

REPORT ON MANAGEMENT CONTROLS

We concluded that management controls weren’t adequate to
support the reliable preparation and presentation of the
financial statements.

We discuss the material weaknesses related to accounting
policies, financial reporting, and financial management
systems in Findings A, B, and C within the Significant
Matters section of this report. 1In the subsequent portion
of this section in Findings D and E we discuss the remaining
reportable conditions related to various aspects of the
Corps’ management controls.

We consider the problems related to reporting results of
operations and accounting systems to be material weaknesses.
The Corps correctly reported these material weaknesses as a
previously identified but uncorrected weakness in its FY 96
Annual Assurance Statement for compliance with the Federal
Managers’ Financial Integrity Act.

In planning and performing our audit of the Statement of
Operations and Changes in Net Position, we evaluated
selected aspects of the Corps’ internal control structure.
We assessed whether the internal control structure met basic
management control objectives and what audit procedures were
necessary to express an opinion on the financial statement.
Specifically, we evaluated management controls designed to
ensure that:

- Transactions are properly recorded to maintain account-
ability for assets and to permit the preparation of
reliable financial statements.

- Funds, property, and other assets are safeguarded
against loss, unauthorized use, or misappropriation.

- Accounting policies and procedures are established to
provide adequate guidance and standards for recording
transactions in accordance with Federal Accounting
Standards and Generally Accepted Accounting Principles.

- Transactions are in accordance with applicable laws and
regulations. ~-

In our review, we obtained an understanding of the signifi-
cant internal control structure policies and procedures. We
assessed the level of control risk relevant to significant
cycles, classes of transactions, and account balances. We
tested key controls to determine whether the controls were
effective and working as designed (see the Objectives,
Scope, and Methodology section of this report for the cycles
and processes identified).
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We reviewed the Corps’ management controls over selected
aspects of the budgetary cycle for both the Revolving Fund
and civil works operations. These controls which help
ensure that the fund remains solvent and sufficient appro-
priations are available for project construction, and for
operations and maintenance, included:

— Use of realistic operating budgets to set overhead
distribution rates within the Revolving Fund.

— Use of resource allocation plans to ensure that project
appropriations and requirements are adequately identi-
fied within the budget process.

- Periodic review and assessment of planned and actual
budgetary results based on approved budgets.

We found that the four Corps districts included in our
review implemented sufficient management controls to ensure
that the budget cycles of both the Revolving Fund and the
civil works operations operated effectively at the time of
our audit.

We also reviewed selected management controls related to the
Corps’ employee payroll cycle. Controls within the payroll
cycle are important because payroll represents a significant
portion of the Corps’ operating expenses and the payroll
processing transitioned to the Defense Finance and Account-
ing Service in FY 96.

At the four districts we visited, we found that adequate
controls were in place and operating. Specifically:

- There was a proper segregation of duties between the
timekeepers and the customer service representatives.

- All timesheets required supervisory review and
approval.

- Each employee certified the hours worked and the leave
taken, if any, on the timesheets.

However, we identified several problems involving the man-
agement control structure and its operation. We consider
these problems to be reportable conditions as defined by the
standards established by the American Institute of Certified
Public Accountants and Office of Management and Budget
Bulletin 94-01, Audit Requirements for Federal Financial
Statements.

Reportable conditions involve significant deficiencies in
the design or operation of the entity’s management control
structure. A reportable condition sometimes results in a
material weakness (a condition for which management controls
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